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P exhi bited "exotic autonobiles", state-of-the-
art, high technol ogy vehicles with uni que design
features or equipnent, for a fee. Ps clained
depreci ati on deductions for such autonobiles. P's
whol |y owned S corporation made expenditures related to
P's plans to open an exotic car entertai nment conpl ex.

1. Held: The exotic autonobiles were subject to
obsol escence and, thus, were depreciabl e under secs.
167 and 168, |.R C.

2. Held, further, the expenditures nmade by P's
whol |y owned S corporation are nondeducti bl e under sec.
162(a), |I.R C., on account of being preopening expenses
not incurred in a trade or business of the corporation.

3. Held, further, the sec. 6661, |I.R C
additions to tax and sec. 6662, |.R C., penalties
determ ned by respondent are, in part, sustained.




Ri chard J. Sapinski and Robert J. Alter, for petitioners.

Robert A. Baxter, for respondent.

VEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
HALPERN, Judge: Respondent determ ned deficiencies in
i ncone tax and additions to tax as foll ows:

Additions to Tax and Penalties

Sec. Sec. Sec.
Year Defi ci ency 6651(a) 6661 6662(a)
1987 $88, 837 --- $39, 264 ---
1988 62, 391 --- 13, 020 ---
1989 58, 838 $22, 260 --- $11, 768
1990 51, 762 --- --- 10, 352

After concessions, the issues remaining for decision are
(1) whether petitioners are all owed depreciation deductions with
regard to certain "exotic autonobiles" owned and exhi bited by
petitioner husband, (2) whether Exotic Bodies, Inc., an
S corporation within the neaning of section 1361(a)(1l), was
engaged in a trade or business such that petitioners may claim
certain losses fromthat corporation, (3) the basis of certain
shares of stock in BSG Corp., and (4) petitioners' liability for
the additions to tax under section 6661 and penalti es under
section 6662(a) set forth above.

In their opening brief, petitioners proposed no findings of
fact or nmade any argunent with regard to the basis of any shares

in BSG Corp. In her opening brief, respondent argued that, since



- 3 -

petitioners bear the burden of proof, and have failed to
i ntroduce any evidence, the Court should find agai nst petitioners
and hold for respondent on that issue. In their reply brief,
petitioners state that, subsequent to the trial, petitioners and
respondent "agreed that the adjustnent to the capital gain
realized by petitioners in 1989 with respect to Bruce's basis in
BSG Corp. proposed by respondent was correct.” W take that as a
concession by petitioners and, on that basis, sustain so nmuch of
the deficiencies as relate to that issue. In a footnote,
petitioners added:

Petitioners contend that the parties' agreenent

Wi th respect to respondent's determ nation of Bruce's

basis in BSG Corp. in this case allows themto correct

their erroneously conputed share of BSG Corp.'s

subchapter S corporation |osses in 1985 and 1986 under

. R C. 8§ 1311-1314.

Suffice it to say that neither 1985 nor 1986 is a year before us,
and, therefore, we have no jurisdiction to determ ne any
overpaynent for either of such years. See sec. 6512(b).

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.

The stipulations of fact filed by the parties and attached

exhibits are incorporated herein by this reference.
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Petitioners resided in Cherry HlIl, New Jersey, at the tine
the petition was filed.

Petitioners are husband and wi fe, who made joint returns of
i ncone for each of the years in question.

Petitioner husband (petitioner) is a successful businessman.
In 1983, petitioner opened a |inousine |easing business under the
name "Scott's Linb & Leasing"” (Scott's Linmp). Scott's Lino was
conducted as a sole proprietorship. Exotic autonobiles are
state-of-the-art, high technol ogy vehicles with unique design
features or equipnent. In 1987 and 1988, petitioner purchased
the follow ng exotic autonobiles (the exotic autonobiles) to be

exhi bited at car shows:

Year of Purchase Type Cost
1987 Lotus Pantera $63, 000
1987 Lotus Espirit $48, 000
1988 Genbal | a Ferrari Test arossa $290, 453

During the years in issue, Scott's Lino displayed the exotic
aut onobi |l es at car shows and earned fees for doing so. For 1987
t hrough 1990, Scott's Linp received gross incone wth respect to

the exotic autonobiles as foll ows:

Year G oss | ncone
1987 $8, 555
1988 38,120
1989 24, 295

1990 25, 760
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The exotic autonobiles did not have license plates and were not

set up to be used on the street.

used exclusively for car shows or

phot ogr aphy.

They were not driven and were

related pr

onot i onal

Petitioners clainmed the foll ow ng depreciation deductions

with regard to the exotic autonobiles:

Depreciation Cained In:
Aut onobi | e 1987 1988 1989 1990
Lot us Pantera $12, 600 $20, 160 | $12,096 | $7, 258
Lotus Espirit 9, 600 15, 360 9, 216 5, 530
Genbal l a Ferrari 58, 091 92, 945 55, 767
Test ar ossa
Exotic Bodies, Inc. (the corporation), is a New Jersey

cor porati on.

whol | y owned by petitioner.

1987. For 1988,

S corporation within the neaning of section 1361(a)(1).

t hose years,

At al

ti mes here rel evant,

1989, and 1990,

on the basis of a cal endar year

t he purpose of putting together exotic cars for shows as well

for cross-pronoting different products (e.g.,

par aphernal i a,

the corporation nmade its Federal

t he corporation was an

t he corporation was

The corporation was organi zed in

For

i ncone tax returns

The corporation was forned for

such as T-shirts and franes for

as

aut onpbi | e-rel at ed

Iicense plates).

The corporation was a marketing vehicle for the pronotional

aspects of the exotic cars owned by petitioner.
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For 1988, the corporation reported gross receipts of $8, 369
and an ordinary | oss of $31,531 on its Federal inconme tax return.
Those gross receipts, along with $16, 405 of corporate expenses,
whi ch were accepted as verified by respondent, were allocated by
respondent to Scott's Linmpb. Petitioners have agreed to that
adj ust nent .

For both 1989 and 1990, the corporation reported gross
recei pts of zero on its Federal inconme tax return. For 1989, it
reported an ordinary |oss of $13,218; for 1990, it reported an
ordinary loss of $13,357. Neither the corporation's 1989 return
nor its 1990 tax return reflects either a cost of goods sold, an
i nventory, or any wages paid to enployees. The corporation sold
no merchandi se during either 1989 or 1990.

OPI NI ON

| nt r oducti on

We nust decide (1) whether certain autonobiles owned by
petitioner give rise to deductions for depreciation for tax
pur poses, (2) whether petitioner's S corporation was in a trade
or business, so that petitioners may claimcertain | osses
i ncurred by such corporation, and (3) whether petitioners are
liable for certain additions to tax. Petitioners bear the burden
of proof. Rule 142(a).

1. Depr eci ati on

Section 167(a) provides that a reasonable allowance for the

exhaustion, wear and tear, and obsol escence of property used in
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the trade or business or of property held by the taxpayer for the
production of incone shall be allowed as a depreciation
deduction.?

Ceneral ly, section 168(a) provides that the depreciation
deduction provided by section 167(a) for any tangi ble property
shal |l be determ ned by using certain applicable nethods, periods,
and conventi ons. 2

Exotic autonobiles are state-of-the-art, high technol ogy
vehi cles with unique design features or equipnent. Petitioner
owned exotic autonobiles that, during 1987 through 1990, he

exhibited for a fee. The fees earned by petitioner for such

1 Sec. 167(a) provides as follows:

CGeneral Rule.--There shall be allowed as a depreciation
deducti on a reasonabl e all owance for the exhausti on,
wear and tear (including a reasonable allowance for
obsol escence) - -

(1) of property used in the trade or business, or
(2) of property held for the production of
i ncone.

2 Sec. 168(a) provides as foll ows:
Accel erated Cost Recovery System

General Rule.--Except as otherwi se provided in this
section, the depreciation deduction provided by section
167(a) for any tangible property shall be determ ned by
usi ng- -

(1) the applicable depreciation nethod,
(2) the applicable recovery period,
(3) the applicable convention.
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exhi bitions were substantially | ess than the depreciation

deductions petitioner clained with respect to such autonobil es.
The parties do not dispute either that (1) the exotic

aut onobil es are tangi ble property or (2) the exotic cars were

used in petitioner's trade or business. Also, they do not

di spute any aspect of applying section 168 to the exotic

autonobiles if we conclude that section 168 is applicable to the

exotic autonobiles. The dispute between the parties is whether a

depreci ation deduction is allowabl e under section 167(a) for

autonobiles held in a pristine condition and exhibited for a fee.
The long and the short of it is yes, providing the

aut onobi |l es are subject to obsol escence. W have found that the

exotic autonobiles were state-of-the-art, high technol ogy

vehi cles with uni que design features or equipnent. W have no

doubt that, over tine, the exotic autonobiles would, because of

just those factors, becone obsolete in petitioner's business.

The fact that petitioners have failed to show the useful |ives of

the exotic autonobiles is irrelevant. Cf. Liddle v.

Comm ssi oner, 103 T.C. 285, 296-297 (1994), affd. 65 F.3d 329

(3d Gr. 1995); Sinon v. Comm ssioner, 103 T.C 247 (1994), affd.

_F.3d __ (2d Cr. 1995)

In the Liddle and Sinbn cases, we interpreted section 168,
as added to the Code by section 201(a) of the Econom c Recovery
Tax Act of 1981 (ERTA), Pub. L. 97-34, 95 Stat. 172, 204 (sec.

168 (1981)). The operative termin section 168 (1981) is
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"recovery property". The term"recovery property"” is defined in
relevant part to nmean "tangi ble property of a character subject
to the allowance for depreciation * * * used in a trade or
busi ness”". Sec. 168(c)(1) (1981). In the Sinon case, we dealt
with two antique violin bows that the taxpayers, both
pr of essi onal nusicians, used in that trade or business. 1In the
Liddle case, we dealt with an antique viol, also used by a
professional musician in his trade or business. In both cases,
we rejected the Comm ssioner's argunent that, for the instrunents
to be property of a character subject to the all owance for
depreciation (i.e., recovery property within the neani ng of
section 168(c)(1) (1981)), the taxpayers had to show the useful

life of the property. Liddle v. Conm ssioner, supra at 296;

Sinon v. Conmi ssioner, supra at 264. W found it sufficient that

t he taxpayers had proven that the instrunments were subject to
exhaustion, wear and tear, or obsol escence. Liddle v.

Conmi ssi oner, supra at 296-297; Sinon v. Conm SsSioner, supra.

In 1986, Congress extensively revised and restated section
168. Tax Reform Act of 1986 (TRA 86), Pub. L. 99-514, sec.
201(a), 100 Stat. 2121. As restated, section 168 is applicable
to property placed in service after 1986. TRA 86, Pub. L
99-514, sec. 203(a)(1), 100 Stat. 2143. The term "recovery
property" does not appear in section 168, as restated. There is
no indication, however, that Congress intended to reinpose the

requi renent, elimnated by ERTA, that a taxpayer nust show the
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useful life of property if the taxpayer is to determ ne the
section 167 depreciation deduction under section 168. Therefore,

we shall follow Liddle v. Conni ssioner, supra, and Si npbn v.

Commi ssioner, supra, in interpreting section 168, as restated.

Accordingly, if petitioners can show that the exotic autonobiles
wer e subject to exhaustion, wear and tear, or obsol escence, they
are entitled to the depreciation deductions that they clained.

Petitioners do not seriously attenpt to prove that the
exotic autonobiles were subject to wear and tear in the sense of
physi cal deterioration. Indeed, they state that obsol escence is
the principal basis for their claimof depreciation deductions.
Respondent argues that petitioners have failed to prove that the
exotic autonobiles are subject to obsol escence.

From the beginning, it has been clear that a taxpayer could
recover the cost of business property over a period shorter than
the ordinary useful life of the property if the taxpayer could
show that the assets woul d becone obsolete in the business prior

to the end of such ordinary useful life. See, e.g., Colunbia

Malting Co. v. Commissioner, 1 B.T.A 999, 1001 (1925). Section
1.167(a)-9, Inconme Tax Regs., addresses obsol escence. 1In
pertinent part, it states:

The depreciation allowance includes an all owance for
nor mal obsol escence which shoul d be taken into account
to the extent that the expected useful life of property
wi |l be shortened by reason thereof. (Cbsol escence may
render an asset economically useless to the taxpayer
regardl ess of its physical condition. bsolescence is
attributable to many causes, including technol ogical
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i nprovenents and reasonably foreseeabl e econom c
changes. Anong these causes are normal progress of the
arts and sciences, supersession or inadequacy brought
about by devel opnents in the industry, products,

met hods, markets, sources of supply, and other |ike
changes, and legislative or regulatory action. * * *

In Columbia Malting Co. v. Conmi ssioner, supra at 1001, we

sai d:

In order that the taxpayer may be entitled to the
obsol escence deduction in the years involved, there
must have been substantial reasons for believing that
the assets woul d becone obsolete prior to the end of
their ordinary useful life, and second, it nust have
been known, or believed to have been known, to a

reasonabl e degree of certainty, under all the facts and
ci rcunst ances, when that event would |likely occur.

* * %

Under section 168(a), we need not concern ourselves with the
second part of that test (when obsol escence would occur), since
we need not determ ne the actual useful life of the property. As
to the first part of the test, we assune that the "ordinary"
useful life of the exotic autonobiles in petitioner's trade or
busi ness (as show cars) was indeterm nable. Petitioners have
i ntroduced no evidence fromwhich we could find that the exotic
aut onobi |l es were subject to wear and tear or exhaustion.
Nevert hel ess, we are convinced that the exotic autonobiles had a
l[imted useful life as show cars.

The exotic autonobiles are state-of-the-art, high technol ogy
vehi cles with unique design features or equipnent. Petitioner
testified that show cars such as the exotic autonobiles:

are state of the art and within three years or four
years, five years, there could be new cars that are
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nore state of the art and cars change based on their
t echnol ogi cal opul ence * * *

A busi ness associate of petitioner's, Leon Al tenpse, who had
staged exotic car shows testified:

These highly custom zed, nodified exotic cars have a

limted life and | think it's about a year, typically,

maybe two years and then they start to drop

significantly in value because they are replaced by

sonet hi ng better
We do not need to determ ne the precise useful |ife of the exotic
aut onobil es. Indeed, petitioner testified that sonme of the
exotic autonobiles m ght be shown for many years. Neverthel ess,
we are convinced that the exotic autonobiles, precisely because
of their nature as state-of-the-art, high technol ogy vehicles,
had a useful life as show cars shorter than their ordinary usefu
life and, thus, suffered obsol escence. W so find.

Explicit in our finding is a finding that the exotic
aut onobi |l es were not nuseum pi eces of indeterm nable useful life.

Respondent cites us the U. S. Court of Clains' decision in

Harrah's Club v. United States, 228 CG. d. 650, 661 F.2d 203

(1981). At issue there was the cost of restoring antique
autonobiles primarily held for display in connection with the
taxpayer's trade or business. The taxpayer argued that the
restoration costs were depreciable over the period in which the
restoration could be estimated to be useful in the business of
the taxpayer. The U S. Court of Cains disallowed a depreciation

deduction in part on the basis that: "The evidence establishes
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that there is nolimt on the useful life of a restored car or
ot her vehicle as a nuseumobject.” 1d., 661 F.2d at 207. 1In

Sinon v. Comm ssioner, 103 T.C. at 264, we acknow edged that, to

qualify as recovery property, in the case of a passive business
asset that suffered no wear and tear, a taxpayer woul d have to

prove a determ nable useful life. An exanple of a passive

busi ness asset that normally would suffer no wear and tear is a

pai nting di splayed for business purposes. E.g., dinger v.

Commi ssioner, T.C Menp. 1990-459 (painting purchased by a

prof essional artist and displayed in part for narketing reasons
not recovery property for failure to prove determ nabl e useful
life). Once a taxpayer establishes that an asset is subject to
exhaustion, wear and tear, or obsol escence, however, we need not
concern ourselves with the particular useful life of the asset.

Liddle v. Commi ssioner, 103 T.C at 296-297; Sinbpn V.

Comm ssioner, supra. It is of course possible that the exotic

aut onobi |l es m ght sone day becone nuseum pi eces. Respondent
suggests that they were nuseum pi eces, but she offers no evidence
to support that claim W are satisfied that the exotic

aut onobi | es were show cars, which, because of obsol escence, had a
limted useful life, not nuseum pieces with an indeterm nable

useful life. The facts of the Harrah's O ub case are

di sti ngui shabl e.
At the conclusion of the trial in this case, respondent

stated that she no longer would rely on section 183 as a basis
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for disallow ng any deductions in this case. Accordingly, we
wi Il not inquire whether petitioner's activity of show ng the
exotic autonobiles was an activity engaged in for profit.

[11. Trade or Business

For 1989 and 1990, respondent disall owed | osses passed
through fromthe corporation to petitioner. Respondent
di sal l oned such losses in their entirety, in the amunts of
$13, 218 and $13, 357, for 1989 and 1990, respectively. The
corporation was an S corporation, and petitioner was entitled to
take into account his pro rata share of the corporation's itens
of incone and | oss. See sec. 1366(a). One ground on which
respondent disallowed the | osses was that, during 1989 and 1990,
the corporation was not carrying on a trade or business as
requi red by section 162(a).

Section 162(a) provides in pertinent part: "There shall be
al l oned as a deduction all the ordinary and necessary expenses
paid or incurred during the taxable year in carrying on any trade
or business".

The corporation reported neither gross receipts nor gross
incone for either 1989 or 1990. |Its ordinary |osses reported on

its Federal incone tax returns were conposed of the foll ow ng

itens:
1989 1990
Taxes $38 $45
| nt er est 1, 154 892

Adverti sing 38 100
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Anprtization 131
Bank charges 50
Prof. fees 460
Tr avel 895
Meal s &

ent ert ai nnent 1, 511
Tel ephone 8,941
Leasi ng ---
O fice exp. ---
Post age ---

Tot al $13, 218

3, 057
20

7,276
1,130
219

618
$13, 357

As to the corporation's activities in 1989 and 1990,

petitioner testified that,

for

It was active but

19809:

in time.

it was not active in marketing
of the clothing at that point
| ot of sales being generated at that point

There was not a
intime. W

were actively marketing the fundraising at that point

in time.
and, for 1990:
W were fulfilling all

future sharehol ders as wel |

were putting Exotic Bodies together.
devel opnent .

al |

Petitioners'

into business in 1988 and that

research, all

ar gument

the obligati

ons for the

as the sharehol ders that

Al

| marketing,

is that the corporation had entered

its expenditures in 1989 and 1990

"were to extend its existing line of business to the higher end

mer chandi se narket".

v. Conm ssi oner,

1972- 43,

furtherance of
under section 162(a).

t he corporation had not yet entered into a trade or

t hat

475 F.2d 775 (2d Gr.

Petitioners rely on Briarcliff Candy Corp.

1973),

revg. T.C. Meno.

for the proposition that a taxpayer's expenditures in

Respondent argues that,

its attenpt at expansion are currently deductible

in 1989 and 1990,

busi ness and

its expenditures during those years were nondeducti bl e
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preopeni ng expenses. Respondent cites R chnond Tel evi sion Corp.

V. United States, 345 F.2d 901, 907 (4th Cr. 1965), vacated and

remanded on other issues 382 U S. 68 (1965), original holding on
this issue reaffd. 354 F.2d 410, 411 (4th Gr. 1965), overruled

on other grounds NCNB Corp. v. United States, 684 F.2d 285, 289

(4th Cr. 1982), for the proposition that preopening expenses are
nondeducti bl e:

The uniformteaching of * * * [certain prior] cases is

that, even though a taxpayer has made a firm deci sion

to enter into business and over a considerabl e period

of time spent noney in preparation for entering that

busi ness, he still has not "engaged in carrying on any

trade or business" within the intendnment of section

162(a) until such tine as the business has begun to

function as a going concern and perforned those

activities for which it was organized. [Fn. refs.

omtted.]

We agree with respondent that the expenditures made by the
corporation during 1989 and 1990 were nondeducti bl e preopeni ng
expenses. Petitioners have not carried their burden of proving
that the corporation had engaged in carrying on any trade or
busi ness before or during the years in question. Although the
corporation may have reported gross receipts fromthe sale of
what petitioners characterize as "nostly | ow cost nerchandi se"
during 1988, such receipts and the corporation's verifiable
expenses for 1988 were all ocated by respondent to Scott's Lino.
Petitioners agreed to that adjustnent. Fromthose facts, we
conclude, and find, that the recei pts and expenditures were

incurred in the trade or business of Scott's Linb, not in a trade
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or business of the corporation. W are convinced, and find, that
t he corporation was engaged in no trade or business during 1988.
Li kewi se, we are convinced, and find, that the corporation was
engaged in no trade or business during either 1989 or 1990. W
have found that the corporation sold no nerchandise in either
1989 or 1990. Petitioners argue that:

In 1989 and 1990, * * * [petitioner] refocused Scott's

Linmo's car exhibition activities on becomng a fixed-

site exhibitor of its exotic cars at his planned exotic

car entertai nment conplex. Likewse, * * * [the

corporation] refocused its activities during these

years in an effort to continue to conplinent [sic]

Scott's Linp's newfound market as the |ead exhibitor

at the entertai nnent conplex. * * *
The corporation was to play sone role with regard to Scott's
Li no' s expansion plans. \Whatever that role was, the exotic car
entertai nment conplex did not open in 1989 or 1990, and the
corporation had not commenced business activities in support
t hereof during 1989 and 1990. The corporation's expenditures
during 1989 and 1990 were nondeducti bl e preopeni ng expenses.

Accordingly, we sustain respondent's disallowance of the | osses

passed through fromthe corporation to petitioner.

V. Additions to Tax

A. Section 6661




- 18 -

Respondent has determ ned additions to tax under section
6661 for 1987 and 1988. Section 6661(a) provides for an addition
to the tax for any year for which there is a substanti al
under statenment of inconme tax. A substantial understatenent is
defined as an understatenent that exceeds the greater of
10 percent of the tax required to be shown on the return for the
year or $5,000. Sec. 6661(b)(1)(A). The anmobunt of the addition
to tax is 25 percent of the underpaynent attributable to a

substanti al under st at enent. Pallottini v. Comm ssioner, 90 T.C.

498 (1988). The anmount of the understatenent, however, is
reduced by anmounts attributable to itens for which (1) there
exi sted substantial authority for the taxpayer's position, or
(2) where the taxpayer disclosed relevant facts concerning the
items with his tax return. Sec. 6661(b)(2)(B). Respondent may
wai ve all or part of the section 6661 addition to tax on a
show ng by the taxpayer that there was reasonabl e cause for the
understatenent (or part thereof) and that the taxpayer acted in
good faith. Respondent has determ ned that all of petitioners
under paynments of inconme tax liability for 1987 and 1988 are
attributable to substantial understatenents of incone tax
liability.

Due to (1) our decision with regard to the depreciation
i ssue and (2) concessions made by the parties, we are unable to
determ ne whether there are substantial understatenents of incone

for 1987 and 1988. W can, however, address the single renaining



- 19 -
i ssue raised by petitioners wwth regard to inposition of the
section 6661 additions for both 1987 and 1988. Any applicable
section 6661 addition to tax can be conputed pursuant to
Rul e 155.

Petitioners argue that respondent should have exerci sed her
authority to waive the section 6661 additions to tax for 1987 and
1988 because "petitioners showed reasonabl e good-faith reliance
on their tax advisers and the positions at issue were, at the
very |l east, reasonable interpretations of the then-existing case
| aw and statutory regulatory authority on these issues.”
Apparently, petitioners restrict that argunent to the
depreci ati on deductions, which issue we have resolved favorably
to petitioners, and not to any itens that may have been conceded
by petitioners. 1In any event, we do not believe that respondent
abused her discretion not to waive the addition to tax.

While the authority to waive the section 6661 addition to
tax rests with respondent, not wwth this Court, the denial of a
wai ver by respondent is reviewable by the Court under a standard

of abuse of discretion. Mai |l man v. Conmi ssioner, 91 T.C 1079,

1084 (1988). Nevertheless, petitioners have not proven that
petitioners sought such a waiver prior to trial or that
petitioners provided to respondent any evidence regardi ng
reasonabl e cause or good faith to support a waiver. Petitioners
have not proven that respondent had any information prior to

trial that would have | ed her to consider waiving the section
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6661 additions. Accordingly, as we noted in Brown v.

Comm ssioner, T.C Meno. 1992-15, "we cannot find that respondent

abused * * *[her] discretion when petitioner never requested

respondent to exercise it." See also McCoy Enterprises, Inc. v.

Commi ssioner, T.C Menp. 1992-693 (sane), affd. 58 F.3d 557 (10th

Cr. 1995) (affg. on precisely that point).
On the prem ses stated, the section 6661 additions to tax
determ ned by respondent are sustai ned.

B. Section 6662

Respondent has determ ned accuracy rel ated penalties under
section 6662 for 1989 and 1990. Section 6662(a) provides for an
accuracy related penalty in the anmount of 20 percent of the
portion of any underpaynent of tax liability attributable to,
anong ot her things, any substantial understatenent of incone tax.
Sec. 6662(b)(2). A substantial understatenent is defined as an
under st atenment whi ch exceeds the greater of 10 percent of the tax
required to be shown on the return for the year or $5,000. Sec.
6662(d) (1) (A). The amount of the understatenent, however, is
reduced by anmounts attributable to itens for which (1) there
exi sted substantial authority for the taxpayer's position, or
(2) where the taxpayer disclosed relevant facts concerning the
itens wwth his tax return. Sec. 6662(d)(2)(B). No penalty is
i nposed with respect to any portion of an underpaynment if the
t axpayer can show that there was a reasonabl e cause for such

portion and that the taxpayer acted in good faith wwth respect to
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such portion. Sec. 6664(c)(1l). Respondent has determ ned that
all of petitioners' underpaynents of incone tax liability for
1989 and 1990 are attributable to substantial understatenents of
inconme tax liability.

As is true for 1987 and 1988, due to (1) our decision with
regard to the depreciation issue and (2) concessions made by the
parties, we are unable to determ ne whether there are substanti al
understatenments of incone for 1989 and 1990. W can, however
address the two remai ning issues raised by petitioners with
regard to inposition of the section 6662 penalties for both 1989
and 1990. Any applicable section 6662 penalties can be conputed
pursuant to Rul e 155.

Petitioners argue that there was substantial authority for
treating the corporation's expenditures in 1989 and 1990 as those
of an established trade or business. Petitioners rely on the
foll ow ng proposition:

The evi dence established that * * * [the corporation]

had, by 1988, gone far beyond any preparatory efforts

and had, in fact, begun actively selling various exotic

car-rel ated nerchandi ze [sic] at car shows featuring

Scot's [sic] Linpo's exotic cars.”

Petitioners cite Briarcliff Candy Corp. v. Conm ssioner, 475 F.2d

775 (2d Gr. 1973) and NCNB Corp. v. United States, 684 F.2d 285

(4th Cr. 1982), for the proposition that "expenses incurred
during * * * a business transition or expansion by an existing

busi ness are fully deducti bl e".
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Such authorities are not on point. W have found that the
corporation did not engage in any trade or business in 1988 (or
in 1989 or 1990). In part, we did so in reliance on petitioners
agreenent that the corporation's receipts and verifiabl e expenses
for 1988 properly were allocable to the trade or business of
Scott's Linpb. Petitioners have adduced no authority, substanti al
or otherw se, to support deductions on the facts as we have found
them and as, apparently, petitioners have agreed to them

Finally, in the petition, petitioners aver as a fact, in
support of their assignnent that respondent erred in determ ning
penal ti es under section 6662, that "petitioners acted in good
faith in reliance on professional advice in filing their returns
as they did and had a reasonable basis for and belief in the
accuracy of said returns.” Respondent denies that avernent. W
assune that petitioners neant to invoke the reasonabl e cause
exception of section 6664(c)(1). However, petitioners do not
mention section 6664(c)(1) in their opening brief and, in their
reply brief, state only: "the facts denonstrate that petitioners
cone within the provisions of .R C. 8§ 6664 and are entitled to
relief thereunder." Apparently, the facts that petitioners rely
on are that "petitioners and their accountant clearly nmade a good
faith effort to determine their true tax liabilities for the
years at issue." Petitioners have not particularized the
portions of the 1989 and 1990 underpaynments with respect to which

they claimto have acted with reasonabl e cause and in good faith.
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Except perhaps with respect to the depreciation deductions (an
i ssue that we have resolved in petitioners' favor), petitioners
have proposed no findings of fact that would allow us to concl ude
that petitioners acted with reasonabl e cause and in good faith.
The cl osest petitioners cone is a proposed finding (which we have
declined to nmake): "Bruce has no accounting or tax background
and depended entirely on Gunta [a certified public accountant]
for tax reporting positions taken * * * [on petitioners' 1988 and
1989 returns]". Petitioners have failed to carry their burden of
showi ng that they acted with reasonabl e cause and in good faith
Wi th respect to any portion of the underpaynents in tax
determ ned by respondent for 1989 or 1990 except those portions
of such underpaynents attributable to depreciation of the exotic
aut onobil es. See sec. 1.6664-4, |Incone Tax Regs.

Subject to the Rule 155 conputation, section 6662(a) applies
to the whole of the underpaynents determ ned by respondent for
1989 and 1990 except those portions attributable to depreciation
of the exotic autonobiles. To that extent, respondent's

determ nations of penalties under section 6662(a) is sustained.

Deci sion will be entered

under Rul e 155.




